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REPLY OF U S WEST COMMUNICATIONS, INC.

U S WEST Communications, Inc. ("USWC"),' through

counsel and pursuant to Federal Communications Commission

("Commission") Rule 1.405(b),2 hereby reply to the comments filed

by the United States Telephone Association ("USTA"), BellSouth

Corporation ("BellSouth"), Southwestern Bell Telephone Company

(IISWB"), the NYNEX Telephone companies ("NYNEX") and the

Opposition of MCI Telecommunications Corporation ("MCI") in

response to the above-captioned petition for rulemaking. 3

With the exception of MCI, all parties support

Ameritech's request that the Commission initiate a rulemaking to

'Effective January 1, 1991, Northwestern Bell Telephone
Company and Pacific Northwest Bell Telephone Company were merged
into The Mountain States Telephone and Telegraph Company (IIMTN,
NWB and PNB"). Effective January 2, 1991, NTN's name was changed
to U S WEST Communications, Inc. Prior to the merger and name
change, MTN, NWB and PNB had been doing business as U S WEST
Communications. ~ The Mountain states Telephone and Telegraph
Company, Northwestern Bell Telephone Company. and Pacific
Northwest Bell Telephone Company, 5 FCC Red. 1982 (1990).

247 C.F.R. § 1.405(b). ~ Public Notice dated February 15,
1991, Mimeo No. 11820.

3The Ameritech Operating Companies ("Ameritech") filed the
rulemaking petition ("Petition") herein.
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modify its rules to provide that the rate applicable to Allowance

for Funds Used During Construction ("AFUDC") needs to be set at

the current overall cost of capital. 4 If adopted, Ameritech's

proposed rule would compensate investors fully for financing

long-term construction projects. 5 For the reasons stated below,

USWC supports the Ameritech petition. Additionally, USWC asks

that the Commission examine closely the feasibility of adopting

the Generally Accepted Accounting Principles ("GAApll) to AFUDC. 6

I. THE COMMISSION SHOULD INITIATE A RULEMAKING TO
REEXAMINE THE APPROPRIATENESS OF THE CURRENTLY
AUTHORIZED RATE APPLICABLE TO AFUDC

Like other local exchange carriers ("LEC"), USWC also

uses internally-generated funds, ~., a combination of debt and

equity (depreciation and net income), to finance its long-term

construction projects. As such, use of the Commission's

presently authorized prime rate to accrue AFUDC does not fUlly

compensate investors for use of their investment funds,7 and is

~ile concluding that a rulemaking is warranted in
principle, NYNEX's reasoning is based on a historical perspective
which differs from that of Ameritech. It also proposes a
different solution. ~ NYNEX at 2.

5Ameritech also proposes to amend Section 32.2000(c) (2) ex),
47 C.F.R. § 32.2000(c)(2)(x), to provide that AFUDC include the
costs of both debt and equity used in the construction of
property in Account 2004 - "Telephone Plant Under Construction ­
Long Term. II

6~ NYNEX at 4-5.

7From the equity investors' standpoint, non-recovery of
these funds amounts to an opportunity cost to them because the
monies involved could have been invested elsewhere at an
equivalent return on their equity.
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inequitable. 8 USWC agrees with the majority of commenters that

the Commission should no longer mechanically apply this rule.

The time is ripe to initiate a rulemaking proceeding to revisit

the AFUDC. 9

The Commission's basic rationale for ~sing the prime

rate found its origin in American Telephone and Telegraph

Company. The Associated Bell System companies. Charges for

Interstate Telephone Service, Docket No. 19129, Phase II ("Docket

No. 19129"), where it required the American Telephone and

Telegraph Company ("AT&T") to accrue interest on its long-term

construction projects based on prime rate. In 1978, when there

was one unified Bell System, this decision might have had some

merit because it was relatively easy for AT&T to borrow short-

term debt from financial institutions at prime rate to finance

its construction projects. As BellSouth pointed out, many of

those facts and circumstances have changed in the ensuing years,

-/ ~., the post-divestiture environment, and the fact that Western

Electric tax credits are no longer available to the LECs.'o More

significant, however, the regulatory and financial environment

has also changed since divestiture. LECs are now operating in a

~oreover, it appears that the Commission is applying
contradictory cost recovery rules in Part 65. In authorizing the
LECs' Part 65 rate of return, all debt (both long-term and short­
term) is used. In the rules for AFUDC, only short-term debt is
allowed.

9~ Illinois Bell Telephone Co. y. F.C.C., 911 F.2d 776,
783 (D.C. Cir. 1990) ("Illinois Bell").

1°Bellsouth at 1-2.
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competitive arena. Excluding the equity funding component of

AFUDC negatively impacts a carrier's cash flow which, in turn,

affects its bond ratings and the equity investors' perception of

risk. 11

In any event, setting the AFUDC at prime rate is

inconsistent with how the LECs actually fund their construction

projects. It is also inconsistent with the Commission's express

policy to encourage carriers to reinvest their earnings in their

regulated business. 12 The commission should initiate a

rulemaking to establish a new record regarding the LECs' own

methods of financing their long-term constructions. If evidence

provides a rational basis for change, the Commission should adopt

a new AFUDC rate for the LEcs. 13

II. MCI' s OPPOSITIONS HAVE NO MERIT AND SHOULD BE
DENIED

MCI asserts that in Docket No. 19129, Phase II, the

Commission merely found that AT&T had the ability to obtain

short-term funding at the prime rate and that its decision was

11Business risk and competition play an integral part in any
determination of LEC cost of capital. Bond rating agencies have
explicitly recognized the increase in LEC business risk since
1986. Recent actions by rating agencies reflect investor
perceptions of increased LEC business risk. ~ Standard & Poor
Credit Week, August 3, 1989, at 4-7; Duff & Phelps Inc., Credit
Decisions, Mar. 27, 1989, Vol. 6, No. 12, at 1.

12~ Petition at 6. ~ AlAQ USTA, SWB and BellSouth.

13As Ameritech points out, the alternative is to include
Account 2004 (PUC-long term) in the rate base. ~ Petition at
n.ll.
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not based upon AT&T's actual capital. 14 The negative inference

is, of course, that the Commission should not even reference the

LECs' capital in reconsidering the AFUDC because it did not do so

in Docket No. 19129. 15 contrary to MCI's assertion, evidence

shows that the Commission did consider AT&T's overall cost of

capital to segregate its construction bUdget from its total

capital obligations. The Commission found that AT&T's short­

term funding constituted a very minor portion of its total

capital obligations (less than 3%) but a significant portion of

its construction budget (more than 23%).16 By definition, the

Commission could not have determined the extent of AT&T's short-

term funding for construction, no matter how small the

percentage, without reference to a relative figure, ~., AT&T's

total capital, as the basis for its calculation. '7 This is just

common sense.

1~CI at 5-6.

15The fact that the Commission did not explicitly state that
it has taken into consideration AT&T's total capital structure
does not mean that it did not do so in segregating its
construction bUdget. Thus, MCI cannot arbitrarily claim that it
is irrelevant to the Commission's separate consideration of the
LECs' AFUDC.

16Docket No. 19129, Phase II Final Decision and Order, 64
F.C.C.2d 1, 59-60 !! 150-52 (1977).

17Furthermore, in calculating AT&T's rate base, the
Commission repeatedly addressed AT&T's work!.. capital and
rejected its "balance sheet analysis" approa.eh. ~ Docket No.
19129, Phase II Initial Decision, 64 F.C.C.2d 131, 401-05 !! 873­
88 (1976) and Docket No. 19129, Phase II Final Decision and
Order, 64 F.C.C.2d at 72-73 II l86-87.here



6

Docket No. 19129, Phase II, relied on the Commission's

prior decision in COmmunications Satellite corporation,'8 which

was pending on remand at that time. In ComBat, the Commission

had erroneously assumed that carriers could finance all long­

term construction projects by short-term borrowing and that the

needed capital could be obtained at the prime rate. It totally

ignored the correct assumption that a mix of capital was used for

long-term construction and that it should bear a close

relationship to Comsat's actual working capital. On appeal, the

Court held that the Commission's justification for requiring

Comsat to use the prime rate is "simply wrong" and remanded that

issue to the Commission for further reconsideration. '9

MCI's speCUlation that a perverse incentive exists for

the LECs is simply untrue. MCI suggested a scenario -- which is

highly unlikely -- that when interest rates are low, LECs'

inclusion of a higher return on long-term construction may

actually discourage timely completion of the projects by allowing

investment in the long-term plant as an alternative to short-

18Communications Satellite Corporation, 56 F.C.C.2d 1101
(1975) ("Comsat").

19The Court remanded the issue of interest accrued during
construction ("IDe") to the Commission, holding that it must
first determine what was the most realistic borrowing assumption
for Comsat. ~ Communications Satellite Corp. v, F.C.C., 611
F.2d 883, 896-97 (D.C. Cir. 1977). On remand, the Commission
found that in Comsat's case, the IDC causes rate turbulence that
might be avoided by the inclusion in Comsat's rate base the
periodic paYments as they are made to INTELSAT. Because of the
rate base inClusion, the Commission did not make a specific,
separate finding on its prime rate assumption regarding IDC. See
Communications Satellite Corporation, 68 F.C.C.2d 941, 948-51
II 25-32 (1978).
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term plant1 and that is detrimental to the infrastructure.~ MCI

ignores the fact that accruing AFUDC based on the actual working

capital has little or no bearing on the timely completion of a

construction project. What is directly relevant is based on a

variety of factors: customer demand, time of the year, available

labor and material resources, just to name a few. These and

other LEC operational decisions override purely economic

decisions.

Lastly, MCI's suggestion that the filing of LEC waivers

is procedurally better than rulemaking in the present context is

inappropriate. AFUDC is a recurring financing issue. It

requires the Commission to make a logical policy decision

applicable to the entire LEC industry. To file individual

waivers based on a rule that needs reform because it is

anachronistic and does not truly reflect the LECs' current

capital structure is cUmbersome and time-consuming. Nor does it

serve the pUblic interest.

In sum, MCI's oppositions to the Ameritech proposal for

a rulemaking to reexamine the AFUDC are without merit and should

be denied.

III. THE COMMISSION SHOULD FIND THAT THE EQUITY
COMPONENT OF AFVPC IS CONSISTENT WITH GAAP

~CI at 8.
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NYNEX proposed that AFUDC be accrued in accordance with

relevant GAAP principles. 21 In particular, NYNEX states that the

Commission should propose amendments to Part 32 and Part 65 that

would require carriers to determine their AFUDC in accordance

with the statement of Financial Accounting Standards ("SFAS") No.

34. 22

USWC submits that the Commission should conduct a

thorough and reasoned analysis to determine if GAAP principles

apply in the present AFUDC context. Generally speaking, under

GAAP, only long-term and short-term debt costs are considered.

In SFAS No. 34, the Financial Accounting Standards Board

("Board") rejected a proposal to capitalize the equity component

of interest costs because it could not agree on a method to

determine the appropriate return on equity for non-requlated

businesses. Paragraph 49 states as follows:

" ••• Some assenting Board members believe that it may be
appropriate at some time in the future to consider
whether the cost of equity capital should be recognized
within a framework for financial reporting that
continues to be based primarily on historical cost.
Accordingly, they think that the standards prescribed
in this statement should not be incompatible with that
possible development. other assenting Board members do
not share that view. Nevertheless, all Board members
agreed that recognition of the cost of equity capital
does not conform to the present accounting framework.
In the present accounting framework, the cost of a
resource is generally measured by the historical
exchange price paid to acquire it. However, funds are
an unusual kind of resource in that, although an
enterprise obtains funds from various sources, only
borrowed funds give rise to a cost that can be

21NYNEX at 2.

22I.s;l. at 4-5.
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described as a historical exchange price. Although a
historical exchange transaction may occur when equity
securities are issued, that transaction is not the
basis generally advocated for measuring the cost of
equity capital. It is generally agreed that use of
equity capital entails an economic cost, but in the
absence of a historical exchange price, the cost of
equity capital is not reliably determinable. The Board
concluded, therefore, that the cost of financing
expenditures for a qualifying asset should be measured
by assigning to the asset an appropriate portion of the
interest cost incurred on borrows during the period of
its acquisition •••• "

No such concern for unreliability exists for the LECs'

regulated business because the Commission prescribes the equity

return for the LECs. Thus, it appears that the Board's reasoning

for non-adoption of the equity cost as a component of working

capital recovery does not apply in the regulated world and to

entities like the LECs.

Additionally, the applicability of GAAP to the LEC

industry is best explained by reference to SFAS No. 71,

"Accounting for the Effects of Certain Types of RegUlation,"

Dec. 1982. In issuing this statement, the Board concluded that

"[r]egulation creates different circumstances that require

different accounting." (Paragraph 59.)

One of those differences is in the equity component of

AFUDC. The Board's conclusion on AFUDC was "[i]n such cases, the

amounts capitalized for rate-making purposes as part of the cost

of acquiring the assets shall be capitalized for financial

reporting purposes instead of the amount of interest that would

be capitalized in accordance with FASB statement No. 34[.]" (SFAS

No. 71, Paragraph 15.) Clearly, in a regulated environment, the
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equity component of AFUDC is compatible with GAAP. It is also a

logical extention of GAAP.

IV. CONCLUSION

As the Court in Illinois Bell admonishes, LECs should

file a petition for rulemaking if they wish the Commission to

reconsider the rationale underlying its use of the prime rate for

AFUDC.~ USWC supports Ameritech's petition and requests that

the Commission initiate a rulemaking to resolve the appropriate

means of accruing AFUDC for the LECs.

Respectfully submitted,

April 5, 1991

By:

u~ wry :_I~TIONS.
~&/

Laura D. Ford
Lawrence E. sarjeant
Anna Lim
1020 19th Street, N.W.
Suite 700
Washington, D.C. 20036
(202) 429-0303

Its Attorneys

INC.

~Illinois Bell, 911 F.2d at 783.
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